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Looking for something to read?  See our Reading List; these books, separated by category, are 

ones we find interesting and insightful.  We will be adding to the list over time.   
 

[Posted: July 12, 2019—9:30 AM EDT] Global equity markets are generally higher this 

morning.  The EuroStoxx 50 is up 0.2% from the last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.1%.  Chinese markets were higher, with the Shanghai composite up 0.4% and the 

Shenzhen index up 0.5% from the prior close.  U.S. equity index futures are signaling a higher 

open. 

 

Happy Friday!  We’re almost to the weekend, but before we get there, we still have some 

important developments to keep track of.  We’re seeing some potentially positive developments 

in the trade row between Japan and South Korea, but on the other hand, we’re also noting some 

negative news in the tensions between Turkey and the United States.  We continue to watch 

monetary policy developments closely.  Here are the top stories we’re watching at the moment: 

 

Japan-South Korea:  Working-level export control officials from Japan and South Korea met 

today to discuss Japan’s new restrictions on high technology chemicals shipped to South Korea.  

The talks lasted longer than expected, which may point to some progress on the issue.  However, 

public statements on both sides suggest there’s a high hurdle for resolving the conflict.  Japan 

claims some of the chemicals ultimately end up in North Korean military equipment, but South 

Korea claims the restrictions are really to punish the country for its complaints about Japanese 

behavior during World War II.  One potential positive from the conflict is that the restrictions 

may be impeding South Korean chipmakers enough to whittle down the global oversupply of 

memory chips. 

 

Turkey:  The Ministry of Defense announced today that it has started taking delivery of 

equipment related to its purchase of Russia’s S-400 air defense system.  The move is likely to 

further exacerbate tensions with the United States, probably guaranteeing that the Trump 

administration will prohibit any further sales of the F-35 jet fighter to Turkey and possibly 

spurring Congress to impose sanctions. 

 

U.S. Monetary Policy:  Even as Federal Reserve Chairman Powell was wrapping up his dovish 

testimony before Congress yesterday, speeches by several other Fed officials were highlighting 

the disagreements among policymakers regarding the need for interest-rate cuts.  For example, 

Fed governor Lael Brainard pointed to growing economic risks and low inflation as a reason for 

“softening the expected path of monetary policy.”  New York Fed President John Williams 

echoed the sentiment.  In contrast, Atlanta Fed President Raphael Bostic said he sees no urgency 

to lower rates, and Richmond Fed President Thomas Barkin said soft inflation alone is not a 
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reason to cut rates.  Although a rate cut at the end of the month still seems likely, those 

sentiments suggest there is still some possibility that the policymakers could hold rates steady. 

 

Mexican Monetary Policy:  Fed Chairman Powell’s dovishness is in line with the increasing 

dovishness among many other major central banks.  However given the continued integration of 

the North American economy, it can be instructive to also pay close attention to developments in 

Canada and Mexico.  This week, for example, Banco de Mexico issued the minutes of its June 27 

policy meeting, at which it held its benchmark rate steady at 8.25%.  In the minutes, the 

policymakers focused on many of the same issues playing into Chairman Powell’s dovishness.  

The policymakers saw a risk that the Mexican economy would show increasing signs of 

deceleration, with “little clarity and visibility” into the future of economic policies going 

forward. 

 

Cryptocurrencies:  Echoing Fed Chairman Powell’s criticism of Faceboook’s (FB, 201.23) 

proposed cryptocurrency, Libra, during his testimony before Congress, President Trump last 

night issued a series of tweets slamming Libra as “not money” and suggesting any company 

trying to issue such a currency should be subject to banking regulations.  In yet another attack on 

the cryptocurrency space, an official at Frances Finance Ministry said his country would “not 

allow private enterprises to give themselves the attributes of state sovereignty.”  With officials 

around the world piling on to protect their monopoly over money creation, the futures market 

currently suggests Facebook is set for a down day, even as the broader market seems set to rise.  

All the same, some cryptocurrency advocates see a silver lining in the row, arguing that the 

pushback by officials is a sign of the industry’s growing importance. 

 

Mankiw Rule update: The Taylor Rule is designed to calculate the neutral policy rate given 

core inflation and the measure of slack in the economy.  John Taylor measured slack using the 

difference between actual GDP and potential GDP.  The Taylor Rule assumes that the Fed 

should have an inflation target in its policy and should try to generate enough economic activity 

to maintain an economy near full utilization.  The rule will generate an estimate of the neutral 

policy rate; in theory, if the current fed funds target is below the calculated rate, then the central 

bank should raise rates.  Greg Mankiw, a former chair of the Council of Economic Advisors in 

the Bush White House and current Harvard professor, developed a similar measure that 

substitutes the unemployment rate for the difficult-to-observe potential GDP measure. 

 

We have taken the original Mankiw rule and created three other variations.  Specifically, our 

model uses core CPI and either the unemployment rate, the employment/population ratio, 

involuntary part-time employment and yearly wage growth for non-supervisory workers.  All 

four compare inflation and some measure of slack.   The most recent data is shown in the chart at 

the top of the next page. 

 

This month, the estimated target rates all rose.  Three of the models, the ones using the 

unemployment rate, wages and involuntary part-time employment all rose 20 bps to 30 bps.  

Even the most dovish, the variation using the employment/population ratio, rose by 12 bps.  The 

combination of higher core CPI and better employment data lifted the rate model.  The 

leadership of the Fed has been backing away from the Phillips Curve model, thus we don’t 

expect the rise to slow the pace of expected hikes.  However, there are still members of the 

https://www.eleconomista.com.mx/economia/Politicas-publicas-riesgo-a-la-baja-para-el-crecimiento-20190711-0048.html
https://www.eleconomista.com.mx/economia/Politicas-publicas-riesgo-a-la-baja-para-el-crecimiento-20190711-0048.html
https://www.ft.com/content/57692326-a452-11e9-974c-ad1c6ab5efd1
https://www.wsj.com/articles/bitcoin-backers-welcome-trump-attack-at-least-he-notices-us-11562923805?mod=hp_featst_pos1
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FOMC that ascribe to the Phillips Curve and as a result we could see dissents emerge to a rapid 

drop in rates, barring a decline in inflation or data suggesting a weaker employment situation.   
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U.S. Economic Releases 

 

PPI final demand came in above expectations, rising 0.1% from the prior month compared to a 

forecast of 0.2%.  PPI excluding food and energy also came in above expectations, rising 0.3% 

from the prior month compared to a forecast of 0.2%.  Core PPI, which excludes food, energy 

and trade services, came in below expectations, remaining unchanged from the prior month 

compared to the forecast rise of 0.2%. 
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The chart above shows the year-over-year change in headline PPI and core PPI, which rose 1.7% 

and 2.3%, respectively.   
 

The table below lists the economic releases and Fed events scheduled for today.   
 

Speaker or event

10:00 Charles Evans to Speak on Trade and Economy in Chicago President of the Federal Reserve Bank of Chicago

Fed speakers or events

Economic Releases

District or position

 No economic releases today

 
 

Foreign Economic News 
 

We monitor numerous global economic indicators on a continuous basis.  The most significant 

international news that was released overnight is outlined below.  Not all releases are equally 

significant, thus we have created a star rating to convey to our readers the importance of the 

various indicators.  The rating column below is a three-star scale of importance, with one star 

being the least important and three stars being the most important.  We note that these ratings do 

change over time as economic circumstances change.  Additionally, for ease of reading, we have 

also color-coded the market impact section, which indicates the effect on the foreign market.  

Red indicates a concerning development, yellow indicates an emerging trend that we are 

following closely for possible complications and green indicates neutral conditions.  We will add 

a paragraph below if any development merits further explanation.  
 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Trade Balance m/m jun $50.980 bn $41.650 bn $45.000 bn ** Equity bullish, bond bearish

Aggregate Financing CNY m/m jun 2.260 tn 1.400 tn 1.900 tn * Equity bullish, bond bearish

Money Supply M2 m/m jun 8.5% 8.5% 8.6% ** Equity and bond neutral

Japan Industrial Production m/m may 2.0% -1.8% *** Equity and bond neutral

Capacity Utilization m/m may 1.7% 1.6% *** Equity and bond neutral

New Zealand REINZ House Sales m/m jun -3.8% -7.8% ** Equity and bond neutral

BusinessNZ Manufacturing PMI m/m jun 51.3 50.2 ** Equity bullish, bond bearish

EUROPE

Eurozone Industrial Production m/m may -0.5% -0.4% -1.5% *** Equity bearish, bond bullish

Germany Wholesale Price Index y/y jun 0.3% 1.6% ** Equity and bond neutral

Russia Gold and Reserve w/w july 518.3 bn 517.1 bn * Equity and bond neutral

AMERICAS

Canada New Housing Price Index y/y may 0.0% 0.1% 0.2% ** Equity bearish, bond bullish

Brazil Retail Sales y/y may 1.0% 1.7% 1.3% ** Equity bearish, bond bullish  
 

 

Financial Markets 
 

The table below highlights some of the indicators that we follow on a daily basis.  Again, the 

color coding is similar to the foreign news description above.  We will add a paragraph below if 

a certain move merits further explanation. 
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Today Prior Change Trend

3-mo Libor yield (bps) 234 234 0 Down

3-mo T-bill yield (bps) 209 210 -1 Neutral

TED spread (bps) 25 24 1 Neutral

U.S. Libor/OIS spread (bps) 211 212 -1 Up

10-yr T-note (%) 2.13 2.14 -0.01 down

Euribor/OIS spread (bps) -36 -36 0 Neutral

EUR/USD 3-mo swap (bps) 18 17 1 Down

Currencies Direction

dollar down Neutral

euro flat Up

yen up Up

pound up Neutral

franc up Neutral  
 

Commodity Markets 
 

The commodity section below shows some of the commodity prices and their change from the 

prior trading day, with commentary on the cause of the change highlighted in the last column. 
 

Price Prior Change Explanation

Brent $66.77 $66.52 0.38%

WTI $60.34 $60.20 0.23%  

Natural Gas $2.41 $2.42 -0.21%  

Crack Spread $22.83 $22.92 -0.38%

12-mo strip crack $18.49 $18.60 -0.59%

Ethanol rack $1.69 $1.68 0.50%

Gold $1,408.54 $1,403.81 0.34%

Silver $15.14 $15.12 0.14%

Copper contract $269.90 $268.75 0.43%

Corn contract 446.50$       448.00$       -0.33%

Wheat contract 518.75$       521.50$       -0.53%

Soybeans contract 914.25$       917.25$       -0.33%

Baltic Dry Freight 1816 1777 39

Actual Expected Difference

Crude (mb) -9.5 -2.9 -6.6

Gasoline (mb) -1.5 -2.0 0.5

Distillates (mb) 3.7 0.8 2.9

Refinery run rates (%) 0.50% 0.10% 0.40%

Natural gas (bcf) 81.0 69.0 12.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for most of the country, 

with cooler temps around Washington.  Precipitation is expected for most of the mid-Atlantic 
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and southeastern states.  Tropical Storm Barry has formed along the Louisiana coast and is 

expected to make landfall on Saturday and move across the lower Mississippi Valley. 
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Asset Allocation Weekly 
Confluence Investment Management offers various asset allocation products which are managed using “top down,” 

or macro, analysis.  We report asset allocation thoughts on a weekly basis, updating this section every Friday.  
 

July 12, 2019 
 

The recent testimony from Chair Powell to Congress made it quite clear that the U.S. central 

bank is likely to cut rates at the end of July.  For the equity markets, the key issue is whether the 

shift away from tightening to easing will be enough to avoid recession.  If the rate cut(s) in the 

coming months reduce the odds of recession, we could see the expansion continue and the Fed 

may have engineered a rare “soft landing.”  On the other hand, it is quite possible that monetary 

authorities have raised rates too much and have waited too long to ease policy; if so, then a 

recession may be unavoidable.   

 

 
 

This chart shows two business cycle indicators, one from the New York FRB and the other from 

the Atlanta FRB.  The former predicts the business cycle a year ahead and is based on the yield 

curve; the latter is coincident and based on GDP.  We overlay the two, using the New York 

number as a warning and the Atlanta index as confirmation.  The New York number has crossed 

the 30 threshold, which has been a signal of recession in the past with no false positives.  And, 

even rate cuts haven’t prevented recession once the 30 threshold has been crossed.  At the same 

time, we have not seen confirming data in the national accounts (GDP) data.  Thus, recession 

may be in the cards, although the risk isn’t imminent; the downturn may still be two years away 

and it is possible it could be avoided.  After all, every cycle is unique. 
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This chart shows the dilemma for equity investors.  In this chart we examine the average total 

return for the S&P 500 on a yearly basis, with the data indexed to the first rate cut, a year in 

advance of the cut and two years subsequent.  The data shows that equities tend to perform very 

well if recession is avoided, roughly earning 20% in the first year after the cut and nearly 50% 

over two years.  However, if a recession occurs, declines in excess of 20% are possible.   

 

Although the NY Fed’s indicator has a strong track record, each business cycle is different, and it 

is possible that a recession can be avoided.  This analysis does suggest caution, although most 

safety assets have performed very well already, thus it may be too soon to fully de-risk 

portfolios.  In the immediate term, however, there is little cause to exit the equity markets, but 

vigilance is clearly necessary.   

  

   

 
Past performance is no guarantee of future results.  Information provided in this report is for educational and illustrative purposes only 

and should not be construed as individualized investment advice or a recommendation.  The investment or strategy discussed may not be 

suitable for all investors.  Investors must make their own decisions based on their specific investment objectives and financial 

circumstances.  Opinions expressed are current as of the date shown and are subject to change.  
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Data Section 

 

U.S. Equity Markets – (as of 7/11/2019 close) 
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These S&P 500 and sector return charts are designed to provide the reader with an easy overview 

of the year-to-date and prior trading day total return.  Sectors are ranked by total return; green 

indicating positive and red indicating negative return, along with the overall S&P 500 in black. 

These charts represent the new sectors following the 2018 sector reconfiguration.  

 

Asset Class Performance – (as of 7/11/2019 close) 
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Asset classes are defined as follows: Large Cap (S&P 500 Index), Mid Cap (S&P 400 Index), 

Small Cap (Russell 2000 Index), Foreign Developed (MSCI EAFE (USD and local currency) 

Index), Real Estate (FTSE NAREIT Index), Emerging Markets (MSCI Emerging Markets (USD 

and local currency) Index), Cash (iShares Short Treasury Bond ETF), U.S. Corporate Bond 

(iShares iBoxx $ Investment Grade Corporate Bond ETF), U.S. Government Bond (iShares 7-10 

Year Treasury Bond ETF), U.S. High Yield (iShares iBoxx $ High Yield Corporate Bond ETF), 

Commodities (Bloomberg total return Commodity Index). 

This chart shows the year-to-date 

returns for various asset classes, 

updated daily.  The asset classes are 

ranked by total return (including 

dividends), with green indicating 

positive and red indicating negative 

returns from the beginning of the 

year, as of prior close. 

 



 

 

20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

10 

 

P/E Update 
 

July 11, 2019  
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P/E as of 7/11/2019 = 19.1x

 
 

Based on our methodology,1 the current P/E is 19.1x, up 0.1x from last week.  The rising stock 

market has led to the multiple expansion. 

 

 
 
 
This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based 
upon sources and data believed to be accurate and reliable. Opinions and forward looking statements expressed are subject to 
change. This is not a solicitation or an offer to buy or sell any security. 
 

                                                 
1 This chart offers a running snapshot of the S&P 500 P/E in a long-term historical context. We are using a specific 
measurement process, similar to Value Line, which combines earnings estimates and actual data. We use an 
adjusted operating earnings number going back to 1870 (we adjust as-reported earnings to operating earnings 
through a regression process until 1988), and actual operating earnings after 1988. For the current quarter, we use 
the I/B/E/S estimates which are updated regularly throughout the quarter; currently, the four-quarter earnings 
sum includes two actual quarters (Q4 and Q1) and two estimates (Q2 and Q3). We take the S&P average for the 
quarter and divide by the rolling four-quarter sum of earnings to calculate the P/E. This methodology isn’t perfect 
(it will tend to inflate the P/E on a trailing basis and deflate it on a forward basis), but it will also smooth the data 
and avoid P/E volatility caused by unusual market activity (through the average price process). Why this process?  
Given the constraints of the long-term data series, this is the best way to create a long-term dataset for P/E ratios. 


